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TG DIRECTOES OF KFA COOPERATIVES: 


Cooperatives in many fields, particularly those surplying feed anc 
fertilizer, farm supplies, gasoline and oiJ, and the like, have a rela- 
tively small capital investment in relation to their business volume. More- 
over, most if not alJ of the capital needed is generally put up by the mem- 
bers themselves. An RFA cooperative, however, has a high capital investment 
in relation to its grass receipts, and all of the capital investment re- 
quired is originally borrowed througk the PIA. 


Cooperatives engaged in merchandising farm supplies can, by and Large, 
meet legal requirements of non-profit operation by making patronage refunds. 
Their sales are at prevailing market prices. Their need for new capital is 
small in reJation to their margin on sales. In the case of an REA co-op, on 
the other hand, it must constantly obtain capital locally in order to re- 
place outside capital as payments on the REA loan are made. The rates for 
service are purposely kept as low as they can be and still meet the cash 
needs of the co-op. Obviously, therefore, RFA co-ops would not be in a po- 
sition to make patronage refunds; yet the !locat ownership of their proper- 
ties is slowly building up and must, under the basic non-profit principle, 
be credited to the individuals who are building it up. This can be done 
best by means of the Capital Credits Plan. 


The essence of the Plan is an agreement, with the legal force of a 
contract, between the cooperative and its members that any money paid in by 
the patrons above the cost of serving them is paid in by them as capital. 
Hach patron is credited for his share of the capital furnished to the busi- 
ness and will get it back eventually when the co-op has accumulated suf fi- 
cient capital to insure its financial stability. Gf course, it will be a 
Jong time before an REA co-op can begin to pay back any of the capital fur- 
nished by its patrons. 


Secause the true surplus of abusiness is taxable income, some critics 
of co-op enterprise look upon balances over expenses of cooperatives, even 
if earmarked for return to patrons, as though they were taxable surpluses. 
Uncer the Capital Credits Plan there can be no such confusion because there 


can be no surplus, the excess payments being capital at the moment of pay- 
ment. 


For these and many other reasons we believe the Capital Credits Plan 


best suited to the needs of RFA co-ops, and we strongly recommend its adop- 
tion by KEA co-ops. 


The August 1946 issue of the RUKAL FLECTRIFICATION NEWS carries an 
article explaining the Capital Credits Plan, a new approach to one of your 


most important problems, that of estabJishing local ownership in the phys- 
ical assets resulting.-from your local program to get electric service. You 
have read about our‘ re¢o6mmendations also in some.of the other magazines in 
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at the recent conferences on managenent and accounting problems. 
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We hope that you will study it carefully and that you will ask your 
members to take whatever specific local action may be necessary or appro- 
Priate under your State laws and your articles of incorporation and bylaws. 


The specific details of the Plan’s application to your local require- 
ments will come to you in a recommendation from our Management Pivision. We 
hope that you will sukmit it to your members then, or at least schedule the 
subject for discussion and action at your next membership meeting. We will 
soon publish in. the RURAL FLECTRIFICATION NEWS a simple explanation of the 
Capital Credits Plan designed to be reprinted for you to distribute to your 
members with your own local message about what specific action you find is 


necessary to put the Plan into effect on your cooperative, and what your 
members need to do. 


The material for your members will necessarily caver only the most 
important points of the Plan. Your members will ast you for further and 
more detailed information. To help you answer most of the general questions 
which the members will ask we are sending you this pamphlet which contains 
the questions and answers in the discussion of this subject by the REA 
staff with representatives of the cooperatives. If any of you have specific 


questions which are not covered in this pamphlet, please give us the oppor- 
tunity to answer them, 


QUESTIONS and A\NSWERS 


ABOUT THE 
CAPITAL CREDITS PLAN 


co-op, (2) the co-op credits such patronage 
capital on its beoks to the patrons, usually 
once a year, and (3) such capital will, when 
Possible, be retired in full. 


Yhat is the Capital 


Credits Flan ? 

Dy, do we need the Cy 
Capital Credits Plan? 
Aren’t we gettin 

It is an arrangement under which (1) a co-op Pi e e 

aiong wel! enough now? 
and its merbers expressly agree that any pay- 
ment hy any patron over the cost of serving 


-him is capital furnished by the natron to the 


Th 


Most of you are getting along verywel! indeed, 
anc that is what brings the matter up. You 
are doing better financially than was expected. 
You are not only covering expenses but you 
are also building up local ownership in your 
properties without making appropriate pro- 
vision for identifying that ownership with 
the individuals who are providing the capital. 


If it were just a matter of having more cash 
than you need at the moment, the problem 
would be easy. Fut that isn’t the case. You 
need funds to pay back the Government loan, 
for working capital, and for other purposes 
which, although not true cost-of-service items, 
are nevertheless necessary. As capital is 
supplied locally for such purposes, Jocal 
ownership is being increased correspondingly. 
Unless you identify this capital with its 
local sources you are losing your normprofit 
character. 


The Capital Credits Plan provides for service. 
at cost, for paying off the REA loan, for 
acquiring complete local ownership of the co- 
op system, for giving all patrons full credit 
for all payments in excess of cost, and for 
the eventual repayment to the patrons of all 
capital furnished by them. 
give each member a greater individual equity 
in his co-op than would be possible under 


Moreover, it will 


present bylaws provisions. 


ow does this Capital 
Credits Plan square 
with the various State 
and Federa! Jaws? And 
with good co-op prac- 


tice? 


Its basic principles are in complete accord 
with existing laws, but Jocal modi fications 


& ¢& 


will be necessary in some cases. Our lawyers 
have studied this Plan with great care and 
should take credit for the basic framework 
as well as for working out the funcamenta] 
details. 
co-op principles and is recognized as sound 
co-op nractice. 


The PJan is also in keeping with 


If it is adopted, a co-op 


will fine it will further its principal pur- 
pese, which is to provide service on a non- 
profit basis. 
touch with other co-op programs, notably that 
of the Tarm Credit Administration, and find 
them fully consistent with this Plan. 


Suppose a State law 

requires a cash re- 

func of any surplus. 

Will theCapital Cre- 

cit Plan be permiss- 

ahle there? 
Yes, indeed; there just isn’t any surplus 
except, pessibly, in case of dissolution. 
That word is stricken from our vocabulary for 
At the moment of 
receipt, the money in excess of expenses came 


all practical purposes. 
to the co-op as capital. The patrons are 
likely to get more this way, anyway. Such 
State laws usually provide for reserves in 
which the members individually have no equity. 
The Capital Credit Plan doesn’ t contemplate 
such reserves. The amounts which would other- 
wise be allocated to reserves are treated as 
patronage capital and so credited to the 
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When can a patron ex- 


pect tocash in on his 


patrons. 


capital credits? 7 
oN) 


That depends on a number of factors. It 
should be remembered that capital credits 
will not remain available in the form of cash 
but wil] be represented largely by investments 
in poles, wire, transformers, trucks, and the 
like. In general, no patronage capital can 
be retired until the co-op has obtained enough 
Capital to take care of all of its needs. The 
by-law provisions suggested by REA would pro- 
hibit retirements that would reduce equity te 
less than 40% of the total assets. 


If a co-op has had heavy operating deficits 
in some years, it will, of course, take Jong- 
er for the co-op’ to reach the point where it 


We have been in very close. 


ts 


can begin to retire patronage capital. If and 
when the cc-op has funds which it can use for 
that purpose, such retirement would probably 
be made in chronologica! order. 


In other words, if the first year in which 
patronage capital was furnished is 1946, and 
if the co-cp finds in any given year that it 
has funds available for retiring this or any 
portion of the 1946 capital, it will do so. 
All of the patronage capital credited in 1946 
will be paid before the co-op will begin re- 
tiring the patronage capital of 1947. 


oR 
> Aren’t the people who 


carried it through the 
lean years going to 
get anything for their 
pioneering efforts? 


They will contimte to enjoy 


Sure they are. 


electricity they could not have had under 
other conditions. They are benefiting from 
the fact that they are not being assessed in- 
dividually for any operating deficits the co- 
op may have incurred during its first years. 
They were really getting service below cost 
then. 
credit for capital in years when no capital 
The Capital Credits Plan ac- 


tually works in their favor. 


Surely they couldn’ t expect to get 


was furnished. 


Let’s get back to fundamentals. After all, 
those pioneers went into this thing to get 
service at reasonable rates. They got it, 
with the help of an REA loan. They took no 
personal risks by enlarging their system and 
getting more of their neighbors served. On 
the contrary, service to more members genere 
ally resulted in a better operating ratio, in 
The full 
initial responsibility was assumed by the Fed- 
eral Covernment which lent the money so that 
as many rural people aspossible might get the 
benefits of electric service. These capital 
credits are only a by-product of getting that 
service to the people at cost. 


getting from the redinto the black. 


They are im- 
portant because that isthe way to assure non- 


profit service. Fut it is more important to 


started the co-op and’ 


get the rates down as low as possible than to 
Operate so that large amounts of capital are 
being furnished year after year. 


This Capital Credits 
Flan would build up 
each member’s equity 
in years when the co- 
op operates in the 
[OLacho Stel cary’ t 


see why deficits are ss 

not apportioned too. \e; 
If a co-op operates: = ve 
in the ‘red‘ in any A 


year, why shouldn’t 
the deficit for that 
year also be distri- 
buted among the mem- 
bers by charging each 
member’ s capital cre- 
dits account with his 
share of the deficit? 


It is neither desirable nor necessary. If a 
member’ s annual payments for electric service 
are found to be in excess of the cost of ser- 
ice, this excess, under the Capital Credits 
Plan, must be recorded on the books as the 
patronage capital furnished by the patran. 
Without some arrangement to return ownership 
af excess payments to the patron, the co-op 
But the 
non-profit character of aco-op is not affect- 
ed if it incurs an operating deficit. While 
an operating deficit in any year will reduce 
the net worth of a co-op, it does not change 


would lose its non-profit character. 


the fact that a patron may have supplied in 
other years a certain specific arount of cap- 
ital. Only in case of liquidation - an ex- 
tremely unlikely event - would the co-op’s 
operating deficits affect the value of a pa- 
tron’s capital credits, since in that case he 
could obviously get only his prorated share 
of the co-op*s net worth. Put as long as a 
co-op is a going concern, each patron is en- 
titled to the eventual return of all patron- 
age capital he has furnished. 


The capital credit is the amount supplied by 
a patron as capital. The amount of capita] 
supplied is not changed by a subsequent de- 
ficit. <A deficit chenges other items, but 
not the capital previously - or subsequently 


- supplied by any patron. 


If you don’t charge 
deficits to individual 
accounts, won’t the 
books present a false 


picture? 


No, The books will be accurate and complete. 
They wil! always be in balance. The patronege 
capital ledger will show the patrons’ capital 
credits as nlus amounts on one side and the 
operating deficits as minus amounts on the 
other. ‘The pluses are attributed to individ- 
ual patrons, but the minuses are not. The 
difference is what the patrons would share if 
the business should dissolve. Tut as Img as 
the business is a going concern, the amounts 
in the individwal patrons’ accounts show what 
they will get when and if the time comes to 
retire the capital provided in any particular 
year or years. All the figures are in the 


beks, for anybody to see. 


In the balance sheet, fer instance, the net 
worth section might have an item ‘patronage 
capital.‘ The amount listed there would not 
be the sum of the capital credits of the pa- 
trons but the difference between that sum and 
any operating deficits. That itemin the bal- 
ance sheet would give the bock value of the 
patronage capital. To illustrate, let”s as- 
sume that patronage capital credits posted to 
the patrons’ accounts over a number of years 
total $50,090 and that the operating deficits 
the co-op had during the early years total 
$10,000. Both of these figures are on the 
books, but they are brought together only in 
the balance sheet by showing the item ‘pat- 
ronage capital‘ in the net worth section as 
$40,000, which is the difference between the 
two figures. This is what the patronage cap- 
ital would be worth if the co-op had to liq- 
uidate i 


Is there a more equi- 
table, reasonable or 
desirable way to de- 
termine the amount of 
patronage capital sup- 
plied. by each patron 


than or the basis of 
money paid in for poy- 
er used? Fow about 


using total HVE used? 


There may be some better way, but we have not 
been able to discover it. Total power can- 
sumption would be an unfair base, because the 
large user would get credit for more capital 
than he has supplied. The typeof rate sched- 
ules in use - the rates charged tary with the 
amcunt of power used - compensate for the dif- 
ference in pewer consumptiar. This maxes dol- 


lar volume a more equitable basis. 


Why not, then, credit 
capital] on the basis 
ef the first 200 EVi 
each month only, dis- 
regarding any amounts 
provided at the bot- 
tom step of the rate 
That brac- 
ket is supposed to be 
right atcost, anyway. 
If youdon’t, the com- 


sche ule, 


mercial user, for ex-. 
ample, gets credit for 
a larger portion of 
the total capital rro- 
vided by al! patrons. 


‘Not a bigger preportion than he is entitled 


to, unless there is something wrorg with the 
rate schedule. Even the lowest block shouJd 
be sold at a rate which includes a margin of 
safety. There is m justification in trying 
to set rates for amounts over 20C kwh at cost 


unless you treat amounts under 200 Fwh the 
same way. 


If the rates are figured to provide for a 
small arourt of capital in addition to cover- 
ing costs, determining capital credits on the 


ie 


basis of dollar patronage combines equity and 
simplicity to the greatest degree, besides 
keeping in step with the practice that is fol- 
lowed generally in the cc-op movemert. 


Whenever a co-op makes special rates for spe- 
cial purposes--a tow rate to a large power 
user because his load will help to keep oper- 
ating efficiency up or to bring wholesale 
power costs down, or a reduced minimum to 
meet competition or save threatened key sec- 
tions from threatened cream-skirming raids-- 
these rates are considered to be in the best 
interest of the co-op as a whole, and all pa- 
trons should share equitably in the outcome. 


What about the psy- 
chological effect of 
this plan of capital 
credits on area cov- 
erage? 


It should prove helpful. It assures. the pre- 
sert members full credit for whatever capital 
they have already builtup. lew members added 


through area coverage are credited only with 


capital furnished after they have joined, in 


Proportion to their patronage. 


Yhat ahout the efforts 
of power cempanies to 
buy out the co-ops? 


~I 


Capital Credits should strengthen the sense of 
personal interest of the members in the local 
ownership and management of the business. 
Under this plan your members can really speak 
of their. co-op as ‘ours’. This Flan helps to 
make clear the difference between power com- 
pany rates, where the customers get no credit 


whatever 


for payments in excess of actual 


cost of service, and co-op rates, where all 
payments in excess of cost are building a 
capital equity for the patrons instead of be- 
ing drained off in the form of profits to ab- 
sentee stockholders. <Uven if co-op rates 
should be a little higher than the rates of a 
nearby power cempany, the co-op members know 
or should know that they will be better off 
in the long run because they will own their 
electric system after they have paid for it 
once, while as power company customers they 
would have to keep on paying without ever 
getting any share in ownership. 


This Plan will also make it less attractive 
for a power company to buy out a co-op, be- 
cause the co-op members will not be likely to 
agree to sel! their electric system merely 
for the unpaid belance of the Covernment loan, 
as was the case recent/y in the Pacifiv North- 
west. The members will iknow thai their equity 
is worth something and will be wotth more 
every year if they hang on to their co-op. 

If power companies are made to realize that. 
they cannot buy a co-or’s system at a bargin 


price, thatproblemshould tate care of itself, 


You say these crecits 
are set up for pa- 
trons.. ‘ion’ t you 


mean memhers? 


No. We mean poetrons, rembers and non-members 


alike; whoever paid a nawer bill. 


Isn’t that unfair to 
2 Vhat is 
the advantage of mem- 
bership, then? 


the members? 


It’s perfectly fair to members. The co-op is 
operated for service, not for profit. Its 
primary purpose is ‘to serve members, and it 
should make every possible effort to have 
Rut if the’® 


co-op serves non-member patrons, they must 


every patron alsobecome a member... 


also get service at cost if the co-op does 
not want to destroy its non-profit character. 
Resides, it would manifestly be unfair for 
one groupof rural people to borrow money from 
the-Government for the purpose of providing 
electric service to themselves at cost and 
then to use part of that Government loan to 
make a profit from another group of people 
who get electric service from the same lines. 
To the extent that any non-member patrons 
have contributed to receipts in excess of 
cost, they are entitled to credit for the 
capital they supply, the same as member pa- 
trons, since they are also helping to provide 
Patronage capital. 


As for the advantage of membership, members 
alone can participate in running the ¢o-op’s 
business, in electing directors, in setting 
policies. Members alone have the privilege 
of making the basic decisions as to whether 
the business will be operated to provide de- 
pendable service and toall rather than a few. 
In the 
event that the co-op should be dissolved, 
there is some likelihood that the-net worth 


E.ere is a further basic consideration. 


of the Kusiness may exceed the total of the 
patronage capital credits. In that case, 


only members would share in that excess. 


Can’ t the capital cre 
it of a non-member be 
applied tchis member- 
ship fee? 


Perhaps; that depends on the local law and 
the particular co-op’s by-Jaws. Rut remember 
you can’t make a man a member without his 
consent, and it is much better for the co-op 
if he has and expresses--by paying five dol- 
lars right out of his pocket-- a desire to 
become a member. 


SS 


If a patron can’t pay 
his current power 
bills, can he have 
the co-op charge them 
against his capital 
credits? 


No. Capital credits do not represent cash 
on deposit, but an investment in the co-op 
lines. Your co-op must insist oncash collec- 
tions so that it may pay its own bills on 
time. Of course, if a former patron who has 
been credited with patronage capital which is 
about to be retired still owes money to the 
co-op on a delinquent bill, the co-op would 
naturally deduct his debts from his credits 
before paying out tohim any patronage capital 
in cash. | 


~ 
(o4 4 Will the farmer have 
Sy to consider capital 


credits in making cut 


his income tax state- 
ments? 


Yes, if he deducts his power bills as busi- 


ness expense. If a farmer keeps his records 
on the accrual basis, he should treat capital 
credits just as he would treat deferred pat- 
ronage refunds on purchases made through a 
purchasing co-op. Here is an example to show 
how it would work; Let’ s assume his power 
bilts for the year total $100. 


that the co-op, in figuring receipts and ex- 


Let’ s assume 


penses for the year, finds that his payments 
include.3YO in excess of expense, for which 


he receives capital credit. This means that 


® 
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his power cost was only $90. Let’s assunie 
further that he estimates that one-fourth of 
his power consumption was in the household 
and three-fourths in the business of farm- 
ing. In that case, he would list three- 
fourths of $90. or $67.50, as his cost of 
power in the list of business-expense items 
which he is entitled ‘to deduct in order to 


Is the same true if my 
uncle doesn t die but 
sells out and moves a- 
wav and wants his money? 


arrive at his taxable income. 


How about rates? “en NON-MEMBER 

a co-op charge non- 

members a higher rate No, in that case he would have to wait un- 

Poh aenmberse? til the co-op is in position to retire suc- 
MEMBER cessively all patronage capital furnished 


during the years when he was a patron. 
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What would happen if 
the co-op does not 
EI ae : ; ’ know how to reach him. 
Not if it is running a non-profit business. Jodaaittorpevehi Gaetan 
There are special temporary exceptions, of 
course, but usually they are the reverse in 


which non-members, on recently acquired 


that time comes? Would 
the co-op keep the mon- 
eye And citer dad, 


lin in Pieces 4 towns, Sa F 
es sma cities or towns, may pay abt FEATS 4 Ga Toor ior 


jower tates pan the co-op members on the Aro it tournataes: MY \W 
old lines. Those maladjustments should be Penk? 
rectified. 
AACA’ \ & Suppose my uncle dies That is another of the details that will 
\) and I am his sole heir. have to be worked out. If a departing mem- 
¥ 6 He was a member of an ber knows he has a capital equity in the co- 
( REA co-op and has $100 op, he should see to it that the co-op al- 
in patronage capital ways has an address through which it can 
to his credit on the reach him. If he cannot be found after the 
books of the co-op. I co-op has held his capital refund for him 
want tosettlethe es- for a few years, the co-op may, if local 
tate and get my money laws permit, decide to use such amounts for 
immediately. Can I do educational or other purposes which are for 
it? the common good. 
Maybe: maybe not. That is a matter for the 
co-op to decide. In any event, the co-op 


should not pay you your uncle’s $100 if 


; j ie All of these details are subject to local 
doing so would impair the cash position of 


action. General rules will be adopted, and 
the co-op. In that case you would have to 


s 4 4 ’ the Board of Directors will have some lee- 
SRA RS AG leaeteg ieee PAR deh way to take care of genuine hardship cases. 
becomes feasible, or else be satisfied with 

a smaller amount as agreed between you and 
the co-op. REA would recommend that the 
co-op set up in advance a procedure to han- 
‘dle such cases. This is a good exanple of 


What about landlord- 
the dozens of details which will have to be 


tenant relationships? 
worked out. 


That’s another detail for which the co-op 
It would 
seem that whoever pays the power bill is enti- 


ought to make advance provisions. 


tled to get credit for the capital furnished. 
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But in some cases, ‘es- 
pecially inthe South, 
the landlord pays the 
bill but charges it 
back to the tenant in 
the general annual set- 
tlement. Does the co- 
op have to trace the 


“I 


ultimate supplier of 
every amount paid for 
power? 


No, the co-op cannot be expected to intervene 
in personal relationships or agreements be- 
‘tween landlord and tenant. Whoever holds the 
membership and pays the bill is the consumer 
as far as the co-op is concerned. This holds 
true also in the case of the man who hires 
help on the basis of so much money a month 
and a house and electricity. 


How about a co-op that 
is,or plans to enter, 
in the merchandising 
of electrical goods? 
Should any merchandis- 
ingsurplus gointo the 
patronage capital ac- 
count ? 


REA co-ops should stay out of merchandising, 
but if some do undertake it, the books relat- 
ing to merchandising should be kept completely 
separate from those relating to the business 
of providing power service. There should be 
no such lumping together, Any net margin ob- 
tained from the merchandising of appliances 
by an REA co-op will have to be returned to 
the consumers whose patronage has created it, 
if the co-op wants to maintain its non-profit 
status. The Capital Credits Plan applies on- 
ly to receipts from the distribution of elec- 
tric energy. Receipts in excess of costs in 
other operations are treated separately. 
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Wont the co-op be forc- 
ingits patrons to pay 


higher rates to pro- it 

vide this patronage 

capital? ; 
eg 
ame | 


No, If anything, we hope that this Plan wil] 
help to bring about lower rates. Tn any event, 
the rates have to bring in enough money to meet 
certain needs. The Capital Credits Plan does 
not add to nor detract from those needs. But 
it does assure patrons that what they pay in 
for the co-op to use for capital purposes is 
proverly credited to them. 


The rate adjustmentswe are contemplating will 
tend to bring rates more in line with actual 


cost sothat therewill be less excess receipts. © 


In order to be sureof breaking, even in a busi- 
ness, you have to allow a shade on the high 
side; Capital Credits get that bit of insur- 
ance- eventually to the people who provided it. 
The danger is just the reverse of this ques- 
tion. The danger is using somebody’s capital 
without giving him credit. The co-ops claim 
to be non-profit organizations. They should 
be able to prove it. 
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Suppose a co-op does- 
n’t want to go along 
withthe Capital Cred- 
its Plan but prefers 
WX to make patronage re- 
fundsor give a month’s 


free current? 


Fven if a co-op should not adopt this Plan,it 
cannot make cash patronage refunds nor fore- 
go a month’s revenue untilit has met its con- 
tractual obligations as set forth in the loan 
contract and mortgage and until it has met its 
present by-law requirerents withregard to the 
disposition of revenues and receipts. It is 
very doubtful whether any soundly run co-op 


could make cash returns to members any sooner 


under the present arrangements than under the 
Capital Credits Plan. On the other hand, the 
latter Plan will give each member a bigger 
equity and more cash in the long run than un- 
der the other arrangement. 


We think our proposals are eminently sound, 
and will be accepted if they are explained so 
that they are fully understood. We are get- 
ing out some material helps which co-ops can 
use in explaining the Plan to their members, 
who after all must make the decision. Rut the 
only way you can hope to get this adopted is 
by means of explanat ionand discussion, through 
education and persuasion. This Plan has not 
heen designed for the benefit of the Govern- 
ment. The Government’s investment can be pro- 
tected just as well without adoption of this 
Plan, It is designed to meet certain press- 
ing problems of the co-ops throughout the 
country and to solve those problems in the 
way most beneficial to the co-ops as well as 
to their members. 


When are co-ops sup- 
posed to start to put 
this Plan into effect? 


AOL 


As soon as possible after RFA submits speci- 
fic local proposals to individual co-ops. 
In some States these reconmendat ions are near- 
ly ready. In others, it may be two or three 
months before our studies of State laws and 
other local conditions can be completed. In 
any event, the first step is for the Board of 
Directors to understand the Plan fully, and 
then explain it to the members. 


